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August 26, 1984, p. 2 (Business).
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Information Economics and Policy, Vol. 2, No. 4 (1986): 318-319.
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"Air Pollution Regulation, by Richard A. Liroff." Environmental Professional, Vol. 9, No. 4
(1987): 359-360.

"The Sports Industry and Collective Bargaining, by Paul D. Staudohar.” Industrial and Labor
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Dianne Hartling.” Information Economics and Policy Vol. 3, No. 2 (1988): 204.
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Economics and Policy, Vol. 4, No. 1 (1989/90): 83-84.
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Information Economics and Policy, Vol. 4, No. 2 (1990): 190-94.

"International Telecommunications in Hong Kong: The Case for Liberalization, by Milton
Mueller." Information Economics and Policy, Vol. 4, No. 3 (1990): 273-274.

"Strategy and Choice, edited by Richard J. Zeckhauser." Journal of Policy Analysis and Management,
Vol. 12, No. 2 (Spring 1993): 386-388.

"Government's Role in Innovation, by D.P. Leyden and A.N. Link." Journal of Economics
(Zeitschrift fiir National Okénomie), Vol. 54, No. 3 (1994): 333-335.
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1981): 1019.
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"Rules in the Making, by Magat, Krupnick, and Harrington.” Rand Journal of Economics,
Vol. 18, No. 3 (Autumn 1987): 461-464.

"Fields of Greed." New York Times Book Review, (April 4, 1993): 24-25.

"Risky Business: Breaking the Vicious Circle." Regulation, Vol. 16, No. 3 (1993): 82-83.
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My name is Joseph Farrell. 1 am a Professor of Economics at the University of
California at Berkeley. I served as Chief Econbmist of the Federal Communications
Commission (FCC) in 1996 and 1997 and have advised the Department of Justice on
antitrust policy. I believe that the pending mergers between Ameritech and SBC and
between Bell Atlantic and GTE would hamper regulators’ use of a key tool that helps
make phone regulation more efficient.

In October of last year, on behalf of Sprint Communications Company, L.P., I co-
authored a study with telecommunications expert Dr. Bridger Mitchell of how telephone
regulators use comparative “benchmarking” across the big near-monopoly telephone
companies and how this important tool is blunted by mergers among those companies.
We reviewed the role of benchmarking both in traditional telecommunications regulatory
activities (such as ratesetting and universal service) and in the active promotion of
competition called for in the Telecommunications Act of 1996. As has been widely
recognized in the United Stdes and internationally, benchmarking is a powerful and
beneficial tool in a wide variety of such contexts. For example, regulators can use
experience in other jurisdictions to set service quality standards, or can require all
companies to adopt the best practices for connecting to competitors’ networks.

Our study showed how benchmarking puts large telephone companies into
competition-by-comparison even if they do not compete directly for each other’s

customers. The proposed mergers would reduce this kind of competition, in much the




same way as a merger between firms that compete to sell products to the same customers
reduces regular competition.

Comparing regulated firms’ performance against each other is a “used and useful”
technique for ensuring that consumers and competitors get a fair deal whjle encouraging
the monopolies to operate efficiently. However, when the number of large local
telephone companies goes from eight to six to four, those comparisons inevitably get
weaker and more tentative. Then regulators either have to give the firms a lot of slack,
which would be premature given the slow growth of real local phone competition, or else
clamp down in traditional green-eyeshade regulatory ways that are liable to retard
innovation and productivity growth.

Our study also considered that private firms can and do compare ILECs against
one another. Customers and suppliers of complements (such as long distance
companies), as well as nascent competitors, will “benchmark” the ILECs’ proposals and
performances to produce more efﬁcien? outcomes.

Mergers among large ILECs significantly weaken the power and effectiveness of
benchmarking. Until 1996 there were seven regional Bell companies plus GTE; mergers
between SBC and PacBell and between Bell Atlantic and Nynex have already taken
place. The loss of even one of the relative handful of large ILECs would substantially
damage efficient regulation, including the interconnection regulation necessary for the

growth of competition in local exchange markets.
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Any analysis of the likely effects of the Bell Atlantic-GTE merger must account for the
current environment in the U.S. telecommunications sector. The 1996 Act has unleashed market
forces that had been restrained for decades by state regulators. The structure of local access-
exchange markets was also influenced heavily by the 1982 AT&T decree that was only recently
vacated by the 1996 Act. Given the rapid technological change that has engulfed this sector, the
proliferation of new services, and the heritage of decades of regulation, the entire sector is clearly
in a situation of considerable disequilibrium. The large number of mergers since the passage of
the 1996 Act must be seen as attempts by market participants to position themselves for a new
equilibrium characterized by more intense competition.

Benefits of the Merger

Whenever an industry emerges from a long period of regulation, market participants are
forced to adjust to new market realities. Incumbent firms, unaccustomed to competitive rivalry,
are forced to adjust to new rivals’ product offerings and technologies. In the case of incumbent
local exchange carriers (ILECs), this requires the adjustment of facilities, personnel, and even
market boundaries in order to compete successfully with firms that are unencumbered by the
heritage of decades of regulation. This heritage includes the drawing of geographic franchise
boundaries, the need to cross-subsidize unprofitable services, and the regulatory requirement to
depreciate facilities more slowly than the rapid change in technology would imply. Decisions
made to comply with past regulation are not likely to prove universally efficacious in competing
in this new environment.

It is not surprising, therefore, that telecommunications firms are struggling to recast
themselves to be able to compete in an era of open entry. AT&T has made several rather
unsuccessful attempts to recast itself as a full-service telecommunications company, and only
recently has bought the country’s largest cable company, TCI, one of the largest Competitive
Access Providers (CAPs), TCG, and IBM’s Internet operations. AT&T has also announced a
joint venture with Time Warner for cable telephony. MCI WorldCom is obviously the product of
many large mergers. Frontier, once Rochester Telephone, has been active in making acquisitions
and new investments to be able to compete in this new environment.

The LEC sector is still heavily regulated, but it is now being buffeted by new entry from
firms who are largely unregulated. With franchise areas that are the product of decades of




regulation and a more recent antitrust decree, it is not surprising that ILECs are now adjusting
these boundaries through merger. Under state regulation, ILECs did not have to compete with
full-service telecommunications companies, and the RBOCs were actually prohibited by the
AT&T decree from doing so. Now, to survive, these ILECs must offer a wider array of services
and have a brand image that allows them to compete with truly national firms, such as AT&T,
MCI-WorldCom, and Sprint.

The Bell Atlantic-GTE merger is precisely the type of merger that will improve the ability
of ILECs to compete in this increasingly complex marketplace. First, it allows both firms to
rationalize their operations and to shed some of the costs that are the heritage of regulation.
Second, it combines Bell Atlantic, a LEC with a presence in large, eastern metropolitan areas but
a limited product line, with GTE, a LEC with operations dispersed over many states, with
facilities in more rural areas, but a strong service offering in the crucial arena of Internet and data
services.

The likely savings from the merger's synergies are attested to by the results from previous
mergers among non-competing LECs, such as Bell Atlantic-NYNEX and SBC-Pacific Telesis.
The record in this case clearly documents the savings from the Bell-Atlantic-NYNEX merger; the
record in SBC-Ameritech documents the cost savings realized from SBC-Pacific Telesis. The
financial community is clearly convinced that these savings are real. This has not always been the
case in other deregulated industries, particularly in the airline industry, but in this industry the
opportunities for savings through mergers are real and have repeatedly been documented.

The existing facilities and array of services of the ILECs may not be ideal for them to
compete successfully in the new competitive telecom era. AT&T and WorldCom have
recognized similar problems and continue to be active acquirers of assets. The ILEC:s are also
attempting to adjust through merger. In the case of the Bell Atlantic-GTE merger, each company
can remedy deficiencies in its current facilities through this transaction. GTE, having acquired
BBN, can now exploit the value of these assets and develop them into a full-blown competitor of
the dominant Internet backbone service suppliers, Sprint, MCI WorldCom, and Cable &
Wireless, through the marketing assets and geographical reach of Bell Atlantic. Bell Atlantic, on
the other hand, can overcome its disadvantage of not being among the first movers in developing
an Internet backbone by combining with GTE.

Finally, Bell Atlantic and GTE see the merger as providing them with the ability to attract
enough large “anchor” business customers to make entry into 21 out-of-region MSAs feasible.
Combining the GTE areas with the Bell Atlantic region provides a large enough increase in the
number of these crucial anchor companies to make such entry an attractive proposition.

In short, the Bell Atlantic-GTE merger is likely to create a far more viable source of entry
into local markets outside their territories than either would be independently. The lower costs,
better service packages, enhanced brand image, and greater agglomeration of large business
customers combine to yield this result.




Will the Merger Lessen Competition?

Neither Bell Atlantic-GTE nor SBC-Ameritech is a horizontal merger. Neither pair of
merging firms’ local service areas overlap. However, both mergers combine some local
operations in geographically adjacent areas, giving rise to putative concerns about potential
competition. Most of the remaining concerns expressed about the effect of these mergers involve
the possibility of increased coordination among market participants, price squeezes, potential
vertical foreclosure, and the loss of information for regulatory benchmarking. None of these
concerns is of much importance.

1. Potential competition, In its 1997 Bell Atlantic-NYNEX decision, the Commission
expressed concern that the merger of these two ILECs reduced the number of “significant”
sources of entry into local services in LATA 132 from four to three because the Commission
concluded that large, adjacent ILECs (not SNET) and the three large IXCs were the most
“significant” likely new entrants. Given the dispersed nature of GTE’s local-exchange
operations, it would not qualify as a significant potential entrant into any of Bell Atlantic’s
current local-service markets.

It is far from clear, however, that the universe of potential entrants can be so precisely
delimited. Given recent developments in wireless technology and the sharp decline in wireless
rates, for instance, it would seem appropriate to include wireless carriers in this group. Moreover,
given AT&T’s $32 billion purchase of TCI as its vehicle for local entry and its alliance with
Time Warner, surely the nation’s largest cable MSOs should be prominent in this list. Finally, the
list should include non-adjacent LECs given SBC-Ameritech’s and Bell Atlantic-GTE’s plans to
enter out of region in non-adjacent markets. Given the abundance of large, potential entrants in
these categories, it is very difficult to see how either merger meaningfully reduces the number of
“significant” participants in the relevant markets. Surely, the Commission has no evidence from
its survey of local competition that adjacent ILECs have yet been a more significant source of
such entry than are other types of potential entrants.

2. Increased coordination. In Bell Atlantic-NYNEX, the Commission concluded that the
reduction of the number of “significant” market participants from five to four in LATA 132 or
the New York metropolitan area risked increased coordination of pricing and output decisions
among the remaining firms. Such coordination would appear very unlikely, however, given the
rapid pace of technical change, the different strategies being employed by the large
telecommunications firms, and the diversity of customers and services. Given that recent events
now require the Commission to expand the number of significant participants, this concern --
even if it were valid in 1997 -- is simply not important today.

A variant of the increased coordination argument involves only the ILECs. By combining
into two or three large companies with a national presence, the Regional Bell Operating
Companies are alleged to be moving toward an equilibrium of mutual forbearance of entry. But if




their success in establishing a national brand and national services requires such entry, such
forbearance would hardly be in each merged company’s best interest. Moreover, if others, such
as AT&T-TCI, MCI WorldCom, Sprint, the national wireless companies, the large cable MSOs,
and a variety of other CLECs such as Teligent, RCN, and Winstar are entering these local
markets at an accelerating rate, why would any ILEC forbear at the cost of missed opportunities?

3. Vertical foreclosure. The one issue that has been raised most often in regulatory
proceedings involving the RBOCs since 1984 is the possibility that they will exercise subtle
forms of discrimination against unintegrated rivals in providing access to their local
access/exchange facilities. There is no empirical support for these allegations, only the invocation
of a theoretical possibility that they may occur -- with or without mergers. Katz and Salop allege
that the two ILEC mergers we are considering today will increase these theoretical possibilities
by “intemalizing” the anticompetitive benefits that would otherwise accrue to an unrelated ILEC.
There are serious theoretical problems with such assertions, as Schmalensee, Taylor, Crémer, and
Laffont point out. More fundamentally, no one has shown that these theoretical possibilities
actually occur in the real world. There is no evidence of which I am aware that the ILECs have
been able to discriminate in favor of their wireless services or information services to frustrate
competition in these markets. Nor is there evidence that unintegrated entrants are more likely to
enter geographic markets served by a small ILEC than areas served by very large ones with the
geographic footprints that so alarm Katz and Salop. For example, a perusal of the Commission’s
Industry Analysis Division Report, Local Competition, released this past December, shows that
CLEC activity is much weaker in Sprint’s ILEC territories than in the territories of the larger
ILECs, such as SBC, Bell Atlantic, and Ameritech.

4. Price squeezes. The very notion that a price squeeze could be exercised successfully by
one of the large ILECs or the combination of two ILECs in one of the mergers under
consideration against well-capitalized rivals such as AT&T, Sprint, and MCI WorldCom would
seem preposterous. In antitrust lore, price squeezes occurred when an industrial giant, such as
ALCOA, sold its basic industrial output to several downstream markets. By charging prices that
varied inversely with the price elasticity of demand, such a monopolist could increase its profits
and increase economic welfare. Because such discrimination could be thwarted by arbitrage, the
monopolist sold into the market with low price-elasticity of demand and produced the other
product itself. This practice was objected to by prospective rivals in the latter market as a price
squeeze because they could not compete when paying the high price charged for the basic
material in the former market.

In telecommunications, long-distance companies make a different argument concerning a
price squeeze. They allege that, as long as access charges are above incremental cost, an ILEC
will use a lower price of access in pricing its downstream services than it charges its rivals. This
will “squeeze” the rivals, presumably damaging competition in the downstream market and
driving its downstream rivals out of business. This is not a “price squeeze” per se, but rather an
attempt at predatory pricing which is precluded by imputation safeguards in the regulatory
process. Professor Arrow has forcefully made this point in the Bell Atlantic-GTE proceeding. No



one can seriously believe that such a predatory strategy could be profitable for an ILEC, for it
would require the elimination of AT&T, MCI WorldCom, Sprint, and other well-capitalized
firms and, subsequently, the ability to raise rates enormously without attracting entry. Otherwise
such a “squeeze” would simply be the permanent sacrifice of cash flow that redounds to the
benefit of consumers. Not surprisingly, there is no empirical evidence that such a squeeze has
been tried, nor, obviously, that such a squeeze has been successful.

5. Benchmarks. The Commission has expressed the concern that successive mergers
among large ILECs may reduce the universe of observations for information that is crucial to
regulators, such as measures of total factor productivity and collocation practices. Arrow,
Schmalensee, and Taylor have analyzed the validity of the underlying theory behind this concern
and has found it wanting. I can only add that a decision by the Commission to permit mergers
that improve economic efficiency based on a desire to retain statistical observations has obvious
risks. The Commission surely does not wish to obtain information based on inefficient
operations. If mergers such as Bell Atlantic-NYNEX and SBC-Pacific Telesis have improved
company operations or increased the ability of these firms to compete in the large national
marketplace, the Commission should welcome such mergers and the information they provide.
Given the ubiquity of modern telecommunications operations, surely the Commission could
expand its view from the large U.S. ILEC to a variety of other LECs in the U.S. and elsewhere in
the world.

Many of the arguments for retaining the independence of many large LECs derives from
the notion that the Commission needs to have a number of observations from which to deduce
the “best practices” on important issues involving the implementation of the 1996 Act. However,
most of these issues will soon be largely resolved as the Section 271 process for allowing RBOC
entry into interLATA services moves ahead. For example, the Commission appears to have
decided on standards for OSS in this implementation process. To deny efficiency-enhancing
mergers that could well add measurably to telecommunications competition simply to preserve
data points for an implementation process that is likely to reach a conclusion very soon is surely
unwise. Moreover, GTE is simply not a good benchmark for evaluating the best practices to be
applied to the regulation of RBOCs with regard to Section 271 because this part of the 1996 Act
does not apply to GTE.

Given the substantial prospects that mergers will increase competition among large,
national players -- much as they have in wireless services -- the Commission should welcome the
new information that these mergers provide. Such data constitute important “benchmarks” for
future Commission decisions regarding the development of competition in all
telecommunications markets.
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The telecommunications marketplace is changing rapidly. Deregulation and new
technology are transforming the industry. Not surprisingly, other industries facing such
fundamental shifts have seen major changes in the identity, scope and scale of competitors.
These changes are characteristic of deregulated industries such as airlines, trucking, and
energy as well as technologically dynamic industries such as computer software and hardware
and telecommunications equipment. Many of these changes include significant consolidation
through mergers and acquisition. Competitive adaptation to such a changing environment is
fundamental for achieving economic efficiency. This is especially true in industries such as
local telecommunications where the geographical and product scope of the companies has
been determined by regulation rather than market forces. Certainly, proposed mergers must be
analyzed carefully by regulatory authorities for potential anticompetitive effects, but regulators

should be mindful of the value of competitive responses to a changing environment.

These mergers are between large companies. Although this may make some people
worry, it is widely accepted that “big is bad” is a flawed way to think about mergers. Instead, we
must evaluate carefully the likely impact of the mergers on competition and consumers.

Opponents to the mergers present a variety of objections to both proposed transactions,
but their economic arguments lack empirical support. A careful analysis of the institutional and
competitive environments in which these firms compete shows that opponents’ concerns are

not economically significant.

On the other hand, the procompetitive strategic rationales for the mergers are strong. |
am more familiar with the details of the Bell Atlantic-GTE merger, so | will focus on its
procompetitive benefits. The most significant benefit follows from two simple premises that are

widely accepted by all parties, including regulators and companies opposing these mergers.




The first premise is that the ability to provide facilities-based bundled services on a wide
geographic scale is an important strategic asset for telecommunications providers. Indeed, the
major opponents to these transactions are pursuing similar strategies in similar ways — by
acquiring firms that will allow them to offer portfolios of telecommunications services on a
national or near-national basis. For example, AT&T has recently completed several major
acquisitions and announced a new business strategy based on offering bundled
telecommunications services. The Federal Communications Commission (“the Commission”) in
these proceedings has acknowledged the importance of bundled services, and the pleadings

include statements from many business customers that they value such services.

The second premise is that existing customer relationships provide an important
competitive advantage in the evolving market. Wide-ranging evidence supports this view. The
evidence includes: the costs incurred by interexchange carriers (“IXCs”) and wireless carriers to
induce customers to switch service; the difficulty GTE has had in selling services out of its local
exchange region; consumer surveys; and the strategies adopted by nhumerous companies to
sell new services to their existing customers or to make acquisitions to gain access to an
expanded customer base. The Commission also agrees with this premise. For example, in the
Bell Atlantic-NYNEX order the Commission argued that the major IXCs are among the most
important potential competitors in local markets because of their existing customer bases and

brand recognition.

The merger of Bell Atlantic and GTE will have significant procompetitive benefits. GTE’s
national facilities-based internet and data network and Bell Atlantic’s customer base are
strongly complementary assets. The combination of these two assets will create a strong
facilities-based bundled services competitor. Furthermore, the merged firm will use GTE's
existing presence in or near many geographically dispersed markets to facilitate timely and
efficient entry. The benefits to consumers will include the presence of another national or near-
national provider of bundled telecommunications services. This increased competition should
result in lower prices and greater consumer choice. Businesses will be able to receive the
same set of advanced services at all locations. They will be able to coordinate upgrades and
service throughout their organizations with a single provider that understands their
telecommunications needs. Consumers will be able to reduce transaction costs and
coordination costs by having a single provider.




In addition to these benefits, the merger will result in significant cost savings. Bell
Atlantic and GTE estimate that the merger will lead to $ 2 billion in annual cost savings within
three years of the merger. Regulators are often skeptical of cost savings estimates from
mergers. In these mergers, there is an important reason to be much less skeptical — both Bell
Atlantic and SBC have completed major mergers (with NYNEX and PacTel, respectively) and

each has documented that the anticipated cost savings have been achieved.

These procompetitive benefits could not be achieved without a merger. An effective
combination of GTE's network assets and geographical presence with Bell Atlantic's customer
base and reputation requires a great deal of investment and complex coordination. Among the
decisions that must be made are where to build points of presence on the network, what sets of
services to offer, and what prices to charge. It would be difficult to delegate these decisions to
one party and maintain incentives to share information effectively, coordinate strategies, and
make efficient decisions. Thus, Bell Atlantic as a reseller of GTE services could not achieve the
necessary level of coordination and integration. Although a joint venture might be able to
achieve some (but only some) of these benefits, the parties would have to make these key
decisions jointly, so the effect on competition would likely be the same as a merger. In addition,
most of the anticipated cost savings from the merger result from combining operations that
could not be accomplished without a merger.

I will contrast these benefits with the potential anticompetitive harms that opponents of
the merger have identified. They fall into three categories: loss of significant potential
competitors in local markets; loss of regulatory efficacy, and vertical foreclosure.

The loss of a potential competitor is significant only if there are no other similarly (or
better) positioned potential competitors. Three characteristics have been suggested that may
give one merging party an advantage in its partner’s territory: proximity, brand name, and
experience as an incumbent local exchange carrier (‘ILEC”). For the most part, Bell Atlantic
and GTE’s local service areas are in different parts of the country. In the few areas where the
two firms are contiguous (primarily in parts of Pennsylvania and Virginia), there are numerous
other similarly situated local service providers. AT&T claims that companies can serve
customers within a 125-mile radius of their existing switches. But 100 percent of the population
in GTE’s service area that is within 125 miles of a Bell Atlantic switch also is within 125 miles of




at least ten other firms’ switches. Furthermore, ILECs have no greater expertise than
competitive local exchange carriers (“CLECs”); and brand name recognition provides limited
value if not coupled with experience of the company’s products. The potential competition
issues do not come close to those in LATA 132, the only place where the Commission decided
that the Bell Atlantic-NYNEX merger created potential competition problems.

Opponents also argue that the mergers will reduce regulatory efficacy through the loss
of valuable benchmarks. However, none of the opponents empirically estimates the costs to
consumers from lost regulatory efficacy. A close look at how benchmarks are being used
currently indicates that the proposed mergers will not substantially hinder regulators. In
particular, the 1996 Act shifts the regulatory focus to comparisons of how an ILEC treats itself
versus competitors. Such comparisons are unaffected by the proposed mergers — in effect,

each company serves as its own benchmark.

In the Bell Atlantic-NYNEX order, the Commission identified two areas where it thought
regulatory efficacy could be reduced from major ILEC mergers. These two areas were
X-Factor determination for price caps and collocation. The concern with X-Factor calculations
is that increased concentration reduces the incentive to invest in productivity improvements
because a greater fraction of the improvements will be given back when the X-Factor is
recalculated — this is known as the “ratchet effect”. However, this claim ignores regulators’
ability to respond to changes in the competitive environment. Furthermore, opponents ignore

mergers' effects on incentives to increase productivity.

There is a simple way to eliminate the ratchet effect from increased concentration — only
include other firms’ productivity in determining a firm's X-Factor. Even if this is not done, the
overall incentives to invest in productivity likely are increased by the mergers. If productivity
improvements involve incurring a fixed cost to reduce marginal costs, then the increased scale
from a merger increases productivity incentives, which can swamp the ratchet effect. If, on the
other hand, productivity improvements involve incurring a per unit charge today to reduce per
unit costs over many periods, the incentives to innovate may still increase from the merger.
This is because the initial capital investment costs are included in the total factor productivity

analysis that determines the X-Factor. For example, the cost savings resulting from the Bell




Atlantic-NYNEX merger will presumably be incorporated in subsequent X-Factor calculations,

resulting in lower price caps.

Collocation issues can be monitored effectively by regulators and by CLECs seeking
collocation. Because these agreements are reached at the state level, and because they are
observed by other state and federal regulators, it is not clear that a change in holding-company
ownership would have any effect on the number of benchmarks. In addition, it is important to
keep in mind that Bell Atlantic must get section 271 approval to obtain many of the benefits
from the merger. Thus, it has a very strong incentive to comply with all elements of the

Commission checklist, including collocation.

Oppbnents also rely on theories of “raising rivals’ costs” or vertical foreclosure. Katz
and Salop try to revive an anticompetitive argument that has been rejected by the Commission.
They do so with theoretical arguments, but no empirical support. Indeed, the economic
evidence is inconsistent with these arguments. Katz and Salop argue that the proposed
mergers will increase incentives to discriminate against rivals because the merged firm would
capture a larger portion of the purported benefits associated with discrimination. If ILECs are
able to discriminate, then Katz and Salop's theory implies that today’s larger ILECs discriminate
against rivals more than today’s smaller ILECs. This does not seem to be the case.
Furthermore, in the wireless industry — where the Katz and Salop theory should produce the
largest possible effect because the ILEC captures all the benefits of discrimination against non-
ILEC rivals — there is no evidence of such discrimination. Indeed, the willingness of ILECs to

sell their wireless properties is inconsistent with the Katz and Salop claim.

Finally, access discrimination is illegal. Regulators and rivals monitor ILECs to prevent
discrimination. The penalties for discrimination are potentially severe. For example, in addition
to normal regulatory sanctions, firms seeking section 271 approval risk losing that approval if

they discriminate.

The procompetitive benefits of these mergers are clear. it would be unwise to forgo
these benefits because of potential harms that are unlikely, and for which there is no empirical

support.
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L INTRODUCTION
My name is Michael L. Katz. I am the Edward J. and Mollie Arnold Professor of
Business Administration at the University of California at Berkeley. I hold a joint appointment
in the Haas School of Business Administration and the Department of Economics. I serve as the

Director of the Center for Telecommunications and Digital Convergence at the University of

California at Berkeley. 1 specialize in the economics of industrial organization, which includes
the study of antitrust and regulatory policies. I regularly teach courses on microeconomics,
business strategy, and telecommunications policy. In addition to my academic experience, I
have served as a consultant to both the U.S. Department of Justice and the Federal
Communications Commission (the Commission) on issues of public policy in
telecommunications markets. In 1994 and 1995, I served as Chief Economist of the
Commission. In this statement, I examine how, if allowed, the proposed mergers between large

ILECs would increase both the abilities and incentives of these carriers to weaken competition.

IL THE PROPOSED ILEC MERGERS POSE SIGNIFICANT THREATS TO
TELECOMMUNICATIONS COMPETITION

This section briefly outlines the factual and logical analyses underlying the conclusion
that the proposed mergers pose significant threats to telecommunications competition and thus to
the public interest. Harm to competitors is not the source of harm to the public interest. Rather,
by raising rivals’ costs and degrading their ability to offer high-quality and innovative services,

the mergers will weaken competition, and telecommunications consumers will be harmed.




° Incumbent LECs possess significant market power in the provision of access
services to their actual and potential rivals. Local and long distance competitors
depend on ILEC access services, including unbundled network elements, interconnection
(both at the network and OSS levels), and various forms of originating and terminating
access services. Competitors will need an array of new and innovative forms of access in
the future. ILEC market power may be exercised by setting high access prices (in the
absence of price regulation) or by pursuing exclusionary access policies that deny, delay,
or degrade the access provided to competing carriers.

. Regulation is an imperfect check on the exercise of ILEC market power. At best,
regulation is a slow and imperfect process. These limitations reflect the difficult nature
of the regulator’s problem. The roll out of xXDSL offers several examples of how it is
hard to distinguish ILEC misdeeds from difficulties inherent in implementing new
technologies. In part by weakening benchmarks, the proposed merger would make it
even more difficult for state and federal policy makers to prevent ILECs from refusing to
provide efficient, high-quality and innovative access at reasonable prices.

. Exercise of ILEC market power in the provision of access will significantly weaken
competition. Local and long distance carriers will continue to depend on ILEC access
services to compete. ILEC conduct that impairs rivals’ quality, raises their costs, or
slows their entry or expansion harms the public interest. Consumer welfare is reduced
even if ILEC practices do not completely drive the rivals from the market.

. There are significant competitive spillovers across ILEC regions. This conclusion
follows from two key facts. First, national rivals are the strongest competitive threats to
the ILECs. Second, there are significant benefits to national scope, so that weakening a
rival’s ability to compete in one region will weaken its ability to compete in other regions
as well. These effects arise due to the presence of:

— Network effects at the subscriber level.
— Network effects at the third-party supplier level.
— Word-of-mouth networks.

— Economies of scale and scope.

o The proposed ILEC mergers would increase the merging parties’ incentives and
abilities to exercise their market power. By permitting effective coordination between
what are today separate and independent local exchange operations, the proposed ILEC
mergers would increase the merging parties’ incentives and abilities to disadvantage local
and long distance rivals by reducing ILECs’ provision of the high-quality, efficient, and
innovative forms of access that competitors will require.

The proposed mergers thus pose significant threats to telecommunications competition

and the public interest.




III.

MERGER PROPONENTS HAVE RAISED INVALID OBJECTIONS TO THIS
ANALYSIS

The parties have put forth several claims that do not stand up to logical or factual

scrutiny. Here, I only have time to hit on some of the highlights:

The ILECs claim that if consumers and rivals can observe poor performance, then so can
regulators. But the question is not whether ILEC performance is observable; the question
is whether regulators can distinguish strategic behavior from technical limitations from
plain old incompetence. For example, CLEC-ILEC OSS interfaces perform worse than
ILEC internal OSS interfaces. Is this inherent in current technology and systems, or is it
due to ILEC strategic behavior? The fact is that ILECs have scope to engage in
anticompetitive behavior.

The ILECs claim that, once the costs of entry have been sunk, a rival’s competitive
behavior cannot be affected. The fact is that an ILEC has incentives to engage in
anticompetitive behavior against a current rival to: (a) deter additional investment by that
rival, or (b) deter future entry by additional carriers. Indeed, sunk costs make entry
riskier and can increase the power of ILEC exclusionary behavior.

The ILECs claim that competitive spillovers across ILEC regions are negative because
deterring entry in one region increases the threat of entry in other regions. The fact is that
the most significant players are planning national coverage. Carriers are doing this in
order to develop network effects, offer geographic one-stop shopping, use national media,
and enjoy economies of scale in systems development. Weakening these rivals in one
region weakens them overall and reduces the threat of entry and competition faced by
ILEC:S in other regions.

The ILECs claim that regulation works so well that there is no scope to engage in
exclusionary behavior. The fact is that numerous instances at the state and federal levels
demonstrate that ILECs can and do attempt to slow competition. These instances may be
only the tip of the iceberg. Presumably the fact that ILECs try indicates that they believe
they have a chance of getting away with it. The ILECs also make a variant of this
argument when they claim that the interLATA carrot deters bad behavior. But one only
has to look at the state of §271 applications to see that this argument doesn’t hold water:
the RBOCs have not been given sufficient incentives to induce compliance with the
checklist to date. This is not entirely surprising: the data show that local margins are
large relative to long distance margins for business lines. Thus, the prospect of .
interLATA authority cannot be expected to eliminate RBOC exclusionary behavior.



FCC Roundtable on the Economics of Mergers Between Large ILECs
Outline of Remarks by Robert E. Litan'
Session 3: Loss of Actual and/or Potential Competition

1. The legal standard: the FCC’s “public interest” test

a. DOJ test — “reasonable probability” that the mergers would “substantially lessen
competition”; or

b. Something different? It makes a difference which, if any, of these standards
should apply

--reasonable likelihood that the mergers would just lessen competition (something
less than a “substantiality” test)

--the mergers may be procompetitive (a bit stronger test)

--the mergers are /ikely to be procompetitive (a much stronger test)

c. If any of the above standards would rule out the mergers, can they be saved by
appropriate conditions?

2. Any problems relating to actual competition are likely to be minimal and easy to fix
under any of the standards

--probably the only area of overlap is wireless, and if there are insufficient numbers
of other competitors in some geographic areas, the problems should be fixed with
divestitures, as was true with Worldcom/MCI

3. The loss of potential competition is the more important issue in these cases. Three
key questions:

a. The extent of competition in the market (for telephone service, and in many areas
for cable TV, there is a monopoly or something very close to it, which makes the
presence or absence of potential competition important)

b. The number of significant potential entrants post-merger

c. Would any of the parties have been the most likely, successful entrants? (The
result here rests heavily on corporate internal documents which I have not seen)

d. Note: DOJ has not won on this theory, but it hasn’t been tested under monopoly
conditions. In addition, the FCC has already recognized (in Bell Atlantic/Nynex,
if not other circumstances) that potential competition is relevant to whether or not
the merger is in the public interest.

4. The markets (see next chart)

a. POTS
b. TV

' Director of Economic Studies and Cabot Family Chairholder in Economics at the
Brookings Institutions.




